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Abstract 
This thesis is a literature and methodology survey discussing and analyzing Finnish studies on the 
effect of housing subsidies on rent. The purpose of this thesis is to achieve a basic understanding of 
housing subsidies’ effect on rents, i.e. the incidence of housing subsidies and the methods with 
which the subject has been researched. The main studies discussed are by Lyytikäinen and Eerola 
(2019), Viren (2013) and Kangasharju (2010). I will also discuss some highly cited foreign studies 
for reference.  
Housing subsidies are the second largest income transfer in Finland, so it is very important to 
study the incidence of the subsidies. The purpose of the housing subsidies is to help low-income 
households with their housing costs by reducing their effective rents. If the subsidies raise rent 
level compared to a situation without the subsidies, then government resources are not correctly 
allocated. Currently there are relatively few studies on the subject. This is due to the complexity of 
subsidy programs and that they differ greatly between countries.  
 
The conclusion presented in this paper is that there is no clear consensus on housing subsidies’ 
effect on rents and that recent studies have yielded different results. More studies should thus be 
performed to gain better understanding of the allocation of government resources.  
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2 Introduction 
Housing subsidies are vastly used as a social support for low-income families throughout the 
developed world. In Finland, housing subsidies are the second largest income transfer after 
pensions (Viren S. H., 2008). The purpose of the subsidies is to assist low-income households with 
their housing costs by reducing the effective price of their housing. The subsidies should leave 
assisted households with more resources on other consumption or to have better quality housing 
for the same effective price. However, if the subsidies raise the rent relative to a situation without 
subsidies, then the subsidies are misused.  
This thesis concentrates mainly on direct housing allowances, currently the favored method  of 
providing subsidy for living expenses in the whole of Europe (Jauhiainen S, 2019), in the case of 
Finland. Another way to subsidize housing is to build subsidized housing blocks, but many 
countries have stopped or decreased the amount of these programs due to social problems in 
subsidized neighborhoods. (Jauhiainen S, 2019) 
The purpose of this thesis is to achieve a basic understanding of housing subsidies’ effect on rents, 
i.e. the incidence of housing subsidies and the methods with which the subject has been studied. 
There are numerous studies on the incidence problem in taxation, but relatively few concern 
income transfers such as housing allowance. The reason is that the systems vary greatly between 
countries. This thesis primarily focuses on Finnish studies and reports; studies from other 
countries are included for reference purposes. In Finland, the level of housing benefits is very 
typical for European countries. The expenditure on housing allowance in Finland in 2015 was 
0.6% of GDP, which is the same as the European average (Eurostat, 2019).  
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This thesis is a literature survey, and in order to fulfill its purpose, it attempts to answer the 
following research questions: does housing allowance add to rental prices and if it does, by how 
much, and what are the methods used when studying the subject? To answer these questions, I 
will thoroughly analyze the following three Finnish studies on the subject: Eerola and Lyytikäinen 
(2019), Kangasharju (2010) and Viren (2013). Each study used different methods and yielded 
different results. I will also briefly analyze some highly cited foreign studies such as Susin (2002) 
for USA, Gibbons and Manning (2006) for United Kingdom and Fack (2006) for France.  
First, I will introduce the housing market in Finland and how it works in general. Next, I will go 
through the current housing subsidy methods used in Finland and how they have changed in the 
recent past. Then, I will examine he incidence problem in general and discuss how the elasticity of 
the rental market is related to the incidence problem. In the proceeding chapters, I will explain 
the different methods used in research literature and describe the aforementioned three studies 
in detail. Finally, I will discuss the results and analyze why the results differ between the studies 
and whether they are relevant to the current housing allowance scheme in Finland.  
3 Housing market and subsidies in Finland 
The majority of households in Finland are living in owner-occupied apartments. One third of 
households were living in rented apartments in 2017 (Statistics Finland, 2018). Around 36% of 
rented apartments were subsidized apartments by the Housing Finance and Development Centre 
of Finland, and the rest of the households were living in non-subsidized rented apartments. 
Currently, the non-subsidized rental market in Finland is very flexible. The regulation of rental 
prices was lifted in mid-nineties and since then, the prices have not been subject to any 
restrictions (Finnish Competition and Consumer Authority, 2019). Most rental business is 
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performed by rental housing agencies. Usually, agencies publish fixed rental prices on the rental 
advertisements, and prices are almost never negotiated between the property owners and 
potential tenants. (Viren M. , 2013) 
In subsidized apartments, the rents are based on the capital and maintenance costs of the 
building. The selection of tenants for the subsidized rental apartments is based on social 
appropriateness, which is evaluated based on the applicant’s wealth, income and need for the 
apartment. (The Housing Finance and Development Centre of Finland (ARA), 2018)  
The housing allowance is the main means of supporting housing in Finland. The housing 
allowance system has changed many times over time. There have been at least three major 
changes to the housing allowance scheme in the 2000s. Before 2015, the housing allowance 
dependent on the floor area, the year of construction or major renovation and the location of the 
building. For smaller and newer apartments, the maximum allowance per square meter was 
higher than for larger and older apartments. In 2002, the housing allowance reform increased the 
ceilings of the rent per square meter that were acceptable for allowance. After the 2015 reform, the 
housing allowance depends only on the location of the building and the characteristics of the 
household and not on characteristics of the apartment itself.      
The housing allowance is currently divided in two major categories: general allowance and 
allowance for pensioners (National Pension Fund (Kela), 2019). There used to be a third major 
category, housing allowance for students, but students were moved under the general allowance 
category after August 1st 2017.  
Other means to subsidized housing in Finland are tax-deduction for home loan interest and so-
called ARA-apartments which are rental apartments subsidized by ARA, the Housing Finance and 
Development Centre of Finland. The ARA-subsidy is based on the fact that the government can 
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borrow money from banks or other financial institutions with lower interest rate than other 
commercial companies. The government guarantees the loan for housing producers that fulfill 
certain preconditions. Tenants for the ARA-apartments are selected based on social 
appropriateness and financial need. 
Low-income households may also apply for the basic social assistance for housing costs. Social 
assistance can be applied if all the earnings and assets (including general housing allowance) are 
not sufficient to cover everyday living expenses such as housing. (Kela, 2019)      
3.1 GENERAL HOUSING ALLOWANCE IN FINLAND 
 
The total expenditure on housing allowance was 2,112 million euros in 2018. It had increased by 
81% in the previous 10 years. The housing allowance is the second largest transfer payment in 
Finland after pensions. Seventy percent of the total housing allowance was paid as general 
housing allowance, equaling 1,489 million euros (Kela, 2019). Housing allowance for pensioners 
totaled 600 million euros in 2018 (28%).  The majority of the general housing allowances were 
paid to households living in rental apartments. Only 2.7% was paid to owner-occupied 
households (Kela, 2019). The expenditure on general housing allowance in 2018 was 18% higher 
compared to the previous year. This is because the year 2018 was the first full year during which 
the general housing allowance also covered students. The total housing allowance in 2018 was 5% 
higher compared to 2017.  
Currently, the housing allowance is based on the characteristics of the household, mainly income 
and household size. In addition, the allowance depends on the municipality where the apartment 
is located (National Pension Fund (Kela), 2019). The allowance does not depend on the 
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characteristics of the apartment. The allowance covers 80% of the rent at maximum. The 
formula for calculating the amount of general housing allowance is  
Housing Allowance = 0.8 * (acceptable housing costs – basic deductible), 
where the acceptable housing cost is determined by Kela and depends on the municipality and 
the number of people in the household. If the actual housing cost exceeds the acceptable housing 
cost, the allowance is calculated using the maximum acceptable housing cost set by Kela. These 
maximums are listed in the table below.  
 
Figure 1 Maximum acceptable housing costs (Kela 2019) 
  
The basic deductible is calculated using the formula below.  
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In a one-person household, the basic deductible is zero if the income is €696/month at maximum. 
In that case, 80% of the acceptable housing cost is paid for the recipient and the housing 
allowance decreases as the salary increases. 
Before 2015, the housing allowance dependent on the size of the apartment and the year it was 
built or underwent a major renovation, in addition to its location and the household’s gross 
income. The maximum housing allowance was capped by a limit on the compensable rent per 
square meter (Kela rate). The maximum rate dependent on the floor area and the construction 
year of the apartment (Essi Eerola, 2019). The maximum rates (Kela rates) are listed in the table 
below. 
 
Table 1: KELA rates (euro/m2 per month) as a function of floor area and construction year. (Eerola 
and Lyytikäinen 2019 
Housing allowance (HA) was calculated based on the table above, using the following formula: 
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 HA = 0.8* [min(rent/m2, Kela rate)*Floor area – basic deductible]. 
Therefore, the Kela rate was used if the rent/m2 exceeded the maximum set by Kela. The basic 
deductible was the same as the one currently in use.  
Next, I will briefly introduce the incidence problem and its relevance to the rental market.   
 
 
   
4 Incidence problem and rental market elasticity? 
The incidence problem has been widely studied in taxation, but it applies to all government 
income transfers and subsidies.  The taxation incidence problem concerns the tax burden 
between consumers and producers about who is the one to eventually pay the tax?  In subsidies, 
the incidence problem becomes a question of who will eventually receive the subsidy and how it 
is divided between the parties. In the case of housing allowance, it is not clear how much of the 
allowance is ultimately for the benefit of the low-income households and how much of other 
parties such as landlords through increased rents.  
Similarly to taxation, the incidence of the subsidy depends on the elasticity of the supply and 
demand of the market. When demand is more elastic than supply, a change in price affects the 
quantity demanded more than quantity supplied. In this case, more of the subsidy goes to the 
supplier, in this setting the landlord. In an extreme case where supply is perfectly inelastic (price 
change does not affect supply) and demand perfectly elastic (small price decrease increases the 
demand infinitely) then the entire subsidy would go to supplier, i.e. the landlord.  
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In the case of the rental housing market, the price elasticities for both supply and demand are 
relatively low. The former might be close to zero in the short term (Viren M. , 2013). In this case, it 
would be expected that the subsidy would be divided close to 50 – 50 between parties. The 
incidence of housing allowance is studied using the methods explained in the following chapter.    
5 Methods used in research literature 
The effect of housing allowance on rent cannot be studied using random assignment, that is, by 
dividing people randomly to treatment and control groups. Researchers have overcome this 
problem by using natural and quasi-experiments.  
5.1 NATURAL AND QUASI-EXPERIMENT IN POLICY ANALYSIS 
According to Encyclopædia Britannica, natural experiment is an “empirical study in which 
individuals (or clusters of individuals) are exposed to the experimental and control conditions 
that are determined by nature or by other factors outside the control of the investigators.” 
(Messer, 2019) 
Due to the fact that it is almost impossible to conduct or finance random experiments when 
studying public policy effects in economics, natural experiments are widely used (Wolpin, 2000).  
In the context of housing allowance, the natural experiment comes in the form of policy changes 
implemented by the government or other policy makers instead of the researchers themselves.  
A quasi-experiment is an empirical interventional study used to estimate the causal impact of an 
intervention on a target population without random assignment (Wikipedia, 2019). In a quasi-
experiment setting, the studied population is not assigned randomly to control and treatment 
groups, but they use some other criterion to assign the population. Criteria such as this include 
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cut-off marks or exogenous discontinuities in the data.? Quasi-experiment designs used to study 
housing allowance’s effect on rent include the difference-in-differences approach in pretest-
posttest design and the regression discontinuity design? Pretest-posttest design tests the 
dependent variable before and after the treatment (Dimitrov, Dimiter M.Rumrill, Jr., Phillip D., 
2003).  In the context of housing allowance, the pretest is done by regressing the data before the 
treatment (such as changing the amount of the allowance) is implemented. This is done to get a 
baseline for the post-treatment estimates.    
Kangasharju (2010) employs the difference-in-difference approach, using the 2002 housing 
allowance reform as a cutoff mark. The reform increased the allowance for many households by 
different amounts. The difference-in-differences method is used to estimate how much the rent 
increased for assisted households compared to non-assisted households after the reform. The 
pretest-posttest design was used to evaluate whether there was a tendency for the difference of 
the rents between recipients and non-recipients of housing allowance to change even before the 
reform.  
Lyytikänen and Eerola (2019) use regression discontinuity design to study whether or not the 
housing allowance has an influence on rent. Regression discontinuity design is used to study 
causal effects of interventions by assigning a cut-off above or below where an intervention is 
assigned or changed. In Finland before 2015, the maximum amount of housing allowance per 
square meter was stepwise indirectly proportional to the size of the apartment. The main idea is 
to study if the rents in general also tend to increase stepwise. If they do, then the housing 
allowance almost certainly affect the rents, as there is no reason to expect that the relationship 
between rent and other housing characteristics would be stepwise.  
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Similar designs are also used in studies outside Finland. Susin (2002) utilizes the different levels of 
housing subsidy in different metropolitan areas in the United States as a natural experiment. 
Gibbons and Manning (2006) use the United Kingdom’s housing benefits cuts in 1996–1997 as a 
natural experiment.  
6 Major studies on housing allowance effects on rent 
The allowance system is complex and varies between countries. Due to this, only a few studies 
analyze the effects of housing allowance on rents. (Viren M. , 2013)  I will conduct thorough 
analysis on three Finnish studies which all have, interestingly, yielded different results..  The 
following studies are included: Housing Allowance and the Rent of Low-income Households by 
Kangasharju (2010), Is the housing allowance shifted to rental prices? Viren (2013) and Housing 
allowance and rents: Evidence from a stepwise subsidy scheme by Eerola and Lyytikäinen (2019).  
The latter seems to have used the most comprehensive methods compared to any of the other 
Finnish studies on the subject I will also reference studies from other countries for comparison. 
First, I will discuss the 2019 study by Eerola and Lyytikäinen.  
6.1 REGRESSION DISCONTINUITY STUDY BY EEROLA AND 
LYYTIKÄINEN 
 
In this section, I will go through Eerola and Lyytikäinen’s (2019) approach. They studied the effect 
of housing demand subsidies on rents using discontinuities in the Finnish housing allowance 
system as a quasi-experiment. The data used is register data covering the universe of housing 
allowance recipients in Finland. The researchers used regression discontinuity design, taking 
advantage of the housing allowance’s stepwise dependence on floor area. One major concern 
PAGE 11 
when studying HA effect on rent is reverse causality, meaning that when rent (dependent 
variable) is higher, the housing allowance (explanatory variable) is also higher. When reverse 
causality is present, the OLS regression cannot be used because it would give biased results. This 
issue is solved by using instrumental variable regression (IV-regression). In IV-regression, an 
instrument is chosen in a way that it effects the explanatory variable, in this case the housing 
allowance, but has no independent effect on dependent variable, in this case the rent level. The 
discontinuities in housing allowance are used as an instrument. From the data presented in Table 
1 on page 8, it can be deduced that some of the discontinuities are quite large. For a 31 m2 
apartment built before 1985, it was possible to get a maximum of €9.72/m2 housing allowance 
whereas for 30.5 m2, the maximum allowance was €10.56/m2 (8.6% higher).  It can be assumed 
that in a rental market setting, other things equal, rent for 30.5m2 and 31 m2 would be almost the 
same on average without the intervention. The instrument is valid because the discontinuities can 
affect the rent only through housing allowance and not directly. In the first phase of IV-regression, 
the cut-offs’ effect on housing allowance are estimated by below regression.  
(1) 𝑌i = α + Σ 𝛽j 𝐷j (𝑓𝑙𝑜𝑜𝑟_𝑎𝑟𝑒𝑎i > 𝑐𝑢𝑡𝑜𝑓𝑓i) + f(𝑓𝑙𝑜𝑜𝑟_𝑎𝑟𝑒𝑎i) + 𝛿′𝑋i + 𝑢i , where 
Yi = housing allowance per square meter 
Dj. = zero-one dummy variable  
𝛽j = coefficient that can be interpreted as impact on crossing the cutoff 
(f𝑙𝑜𝑜𝑟_𝑎𝑟𝑒𝑎I) = smooth function that controls for the direct impact of the floor area on 
rent  
Xi are control variables.  
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The variable of interest is Bj and its coefficient can be interpreted as the impact of crossing the 
housing allowance cut-offs. The (f𝑙𝑜𝑜𝑟_𝑎𝑟𝑒𝑎I) is a smooth function that captures the pattern 
of the direct impact that floor area has on the housing allowance. This is done because 
not all the recipients of the housing allowance receive the maximum allowance set by 
Kela. The smooth functions are represented by the solid lines in figure 2. The next phase 
of the IV-regression takes the following form 
(2) 𝑅i = 𝛾1 + 𝛾2𝐻?̂?i + (𝑓𝑙𝑜𝑜𝑟_𝑎𝑟𝑒𝑎i ) + 𝜇′𝑋i + 𝑢i , where 
Ri = Rent per square meter   
𝐻?̂? = The predicted housing allowance from the first phase.  
The regression estimates the impact of HA on rents. The causality holds if the housing allowance 
is at least partially determined by the assignment variable (housing allowance cut-offs) from the 
first phase. This holds and can be confirmed from the clear discontinuities in Figure 2.  
PAGE 13 
 
Figure 2: Relationship between housing allowance and floor area. The dots illustrate the mean 
housing allowance/m2 and the lines are second-order polynomials fitted separately for each interval 
defined by the cut-offs. The vertical dashed lines depict the cut-off points where the HA decreases 
discontinuously. Eerola and Lyytikäinen (2019) 
The causality interpretation also requires that the assignment variable cannot be precisely 
manipulated. If the assignment variable could be precisely manipulated, there would be 
discontinuities in other variables that affect the housing allowance. Manipulation is a concern if 
the housing allowance receivers can choose the exact floor area of their apartment. They always 
have incentive to choose the floor area just below the cut-offs to gain larger allowance per square 
meter. This is not a major concern, since the housing market would have to be thick to allow 
allowance receivers to target exact floor areas. There are, however, other ways of manipulating the 
assignment variable. Apartments just above the cut-off can falsely report the size of the unit in 
order to be just below the cut-off. In the long run, the construction of new apartments can take 
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the cut-offs into account and the new housing stock would reflect the artificial cut-offs set by the 
Finnish housing allowance system. Building a new housing stock takes a long time and since the 
policy changes constantly, it is not feasible to use the current policy to plan for housing stock. 
The result of the regression was that the coefficient of interest 𝛾2 was not statistically different 
from zero, which means that the null hypothesis that housing allowance affects rents 
cannot be rejected. The results are presented in more detail in the regression table, Table 
2. 
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Table 2 Estimated effect of HA on rents in sub-groups, Eerola and Lyytikäinen (2019) 
 
As can be seen from the first row, the coefficients of HA/m2 (𝛾2 from equation 2) are not 
statistically different from zero, so the null-hypothesis of housing allowance affecting rents 
cannot be rejected. The only value whose range does not include zero is that depicted in column 
(5), for recipients that have received housing allowance for more than 5 years. This indicates that 
housing allowance might affect the rent when its duration is known to be long. Yet, the 
coefficient is not statistically significant even in the 10% level, so the conclusion might not hold.   
  
6.2 DIFFERENCE-IN-DIFFERENCES STUDY BY KANGASHARJU  
 
In his study, Kangasharju (2010) uses the 2002 reform that increased the housing allowance but 
had little effect on the eligibility of the allowance. He uses the reform as an instrument in IV-
regression. Before utilizing the reform, however, he uses OLS-regression to gain a baseline for the 
estimates using the income distribution data from 1994–2003 . In OLS-regression, he regresses the 
logarithm of monthly rent on an allowance indicator and covariates in the following way: 
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(3) ln(rent/m2) =α1Allowance+ X’β1a +ε, where 
 
Allowance  is a zero-one indicator of housing allowance and the coefficient α1 can be interpreted 
as the effect of the program. X refers to a set of observables that include the disposable income of 
assisted and non-assisted households. The disposable income is net earnings calculated: 
disposable income = gross earnings – taxes paid + transfers received (including housing 
allowance).  If the incidence of the allowance was to fully fall on the recipient, then the assisted 
and non-assisted households with same disposable income would pay the same rent. The 
coefficient α1 would be zero, and the differences in disposable income and other relevant 
covariates would explain the differences in rent. In OLS-regression, the expected value of the 
unobservable error term ε, has to be zero. This is not necessarily the case in this framework. There 
is a strong possibility that unobservable characteristics correlate with the allowance status and 
rents. This issue is taken into account by testing how much the result would change if the 
selection of unobservables is the same as the selection of observables. This would be an extreme 
case where the observable variables would have collected at random (Taber, 2016). The other 
extreme case is the perfect OLS assumption that the expected value of unobservables is zero, 
meaning that the observable variables (X’) would have been perfectly chosen and all the variables 
would correlate with the dependent variable (ln(rent/m2)). It is very likely that the true effect 
of the framework is somewhere between the extremes. In this setting, the coefficient α1 was 
approximately 7% (o.o67 log points) and therefore significant. This means that recipients of the 
housing allowance with same disposable income as the non-recipients would pay 7% higher rents 
on average.   
In the following part, Kangasharju treats the reform of 2002 as a natural experiment. The initial 
approach is to use difference-in-difference estimation regression. 
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(4) ln(rent/m2) = X’β2 + σ2*After + δ2*Allowance + α2*(Allowance*After) + ε,. 
The coefficient of interest is the α2 which reveals the effect of the program. The After variable is a 
dummy variable. After the reform of 2002, its value is one? X’ are control variables. In the 
regression results, α2 was 0.048, and due to a low number of observations, it is significant only on 
the 9% level. Quantitatively, this means that one euro’s worth of increase in allowance increased 
the rent by 43 cents.  
The next approach is to utilize IV-regression using the increase in rent ceilings as an instrument. 
The first part of the regression regresses logarithm allowance by changes in the 2002 rent ceiling 
and in the control variables. 
(5) ln(Allowance, Euros/m2) = X’β + σ*Change + δ*After + α*(Change*After) + ε,  
X’ = Control variables 
Change = Change in the rent ceiling during 2001-2002 
After = Dummy variable representing the period after the change 
Change*After = Interaction term. 
Increase in rent ceilings is a valid instrument because it can affect the rents only through changed 
allowance and not directly. The next phase of IV-regression is to regress the rent/m2 on the 
predicted allowance calculated in the first phase. 
(6) ln(Rent/m2) = X’β + σ*Change + δ*After + α2* 𝑙𝑛(𝐴𝑙𝑙𝑜𝑤𝑎𝑛𝑐𝑒, 𝐸𝑢𝑟𝑜𝑠/𝑚2)̂   + ε,. 
The coefficient of interest is α2, which captures the effect of the allowance change on the rent level. 
In the regression, the coefficient α2 is 0.57 and it is statistically significant, indicating that a one 
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euro increase in housing allowance would increase rents by 57 cents. In this study, the null 
hypothesis can be rejected.  
6.3 PANEL DATA ESTIMATION BY VIREN  
 
Viren (2013) uses the panel data of 50,000 households that have received housing allowance at 
some point  during the period 2000–2008. The panel data is provided by the Finnish National 
Pension Fund and based on register data of actual lease agreement contracts, which means that 
the validity of the data is very high. Because the panel data contains only households that have 
received housing allowance, Viren uses the Finnish Income Distribution survey (FIDD) to test the 
“law of one price” in the rental housing market. The “law of one price” in this context means that 
the rent levels for receivers and non-receivers of housing allowance should be the same. 
Viren uses the panel data in a supply-and-demand framework to get the equilibrium rent. The 
supply and demand side formulas are presented below as    
(7) Supply quantity Qs= S(Rh/MC) 
(8) Demand quantity Qd=D(Y/P, A/P, N, Rh/P), 
Qs is the supply for rental housing services  
Rh is the rental price level  
MC is the marginal cost of housing  
Qd is the quantity demanded  
Y is the income (excluding allowance)  
A is housing allowance  
N is the size of the household   
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P is the general price level.   
Viren sets the equations as equal to solve the system in terms of rental level. 
(9) Supply quantity Rh = Rh(Y/P, A/P, N, MC/P). 
The formula to be regressed is  
(10) (RH/P)it = a0i+a1(MC/P)it+a2Nit + a3Spaceit + a4Agei t+a5(Y/P)it+ a6Max it + uit. 
The term Max is the maximum achievable housing allowance and its parameter a6 is the 
coefficient of interest. Maximum achievable housing allowance is indexed to market rents and 
adjusted annually. Since Max does not depend on the actual rent level and it is set by the 
government and not by the tenant or the landlord, it can be considered as an exogenous variable. 
The exogeneity can be at least partially contested, because the tenant can choose the apartment 
type in order to utilize the maximum housing allowance available. Additionally, Max is adjusted 
annually based on the developments of the rental market. The same is true for the housing 
allowance. There is high probability of two-way causality. When the rent level (dependent 
variable) increases, the Max (independent variable) allowance increases as well. The results of the 
regressions are listed in the table below. 
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Table 3: Regression results 
The main take from the results is that the coefficient of the Max/P parameter is positive and 
highly statistically significant.  The lowest estimate 0.331 means that at least 33% of the housing 
allowance is shifted to the rents according to this study.  
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6.4 FOREIGN STUDIES 
 
The results from studies from other countries are not directly applicable to Finland due to very 
different housing subsidy schemes. The vast majority of the studies conclude, however, that the 
housing subsidies increase rents, the only question is by how much.  
Susin (2002) studied the housing subsidies in the context of the US voucher system. He uses the 
difference of voucher schemes between different states as a natural experiment. His conclusion is 
that states that gave higher housing allowance experienced higher increases in rents, the price 
effect being approximately 16%.  
Gibbons and Manning (2006) used the 1996–1997 reduction of housing subsidies as a natural 
experiment in a difference-in-difference framework. The reduction was applied only for new lease 
agreements and did not affect the old agreements, i.e. the rule was not applied to all tenants. The 
researchers used the new tenancies as a treatment group and the old tenancies as the control 
group. They compare the differences in rents between treatment and control groups before and 
after the change. The conclusion is that the reduction of housing subsidy by 10-15% reduced the 
rents by 6-11%, meaning that almost 60% of the housing subsidy’s incidence is on the landlord. 
Fack (2006) finds that in the case of France, one additional euro increases rents by 78%, the 
highest amount presented in the studied research literature. She studied the 1991–1993 reforms in 
France that extended the subsidy program to new parts of the population. The reason for this, she 
claims, is the very low housing supply elasticity in France. Her main method of study is the 
difference-in-difference framework, used similarly by Gibbons and Manning.     
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7 Results 
 
 As stated in the previous chapters, the results from the studies differ substantially. There may be 
multiple reasons for the differences. One cause for the differences in results can be the difference 
in the data used in the studies. All three of the Finnish studies use register data, for which reason 
one can conclude that the quality of the data is high. Eerola and Lyytikäinen (2019) and Viren 
(2013) used data provided by the Finnish National Pension Fund (FNPF). Viren’s data covers 
50,000 households from the period 2000–2008.  The data used by Eerola and Lyytikäinen covers 
the period 2008–2013 and more than 200,000 households. The “Statistics of Income Distribution” 
data used by Kangasharju (2010) is provided by Statistics Finland and it covers slightly over 12,000 
households. The sample size used by Eerola and Lyytikäinen is by far the largest, but all the 
studies use sample sizes over than 10,000. In that respect, it is not possible to judge the quality 
differences of the studies. Interestingly, when Eerola and Lyytikäinen used the same data as 
Kangasharju, they did not find clear evidence of rent effects, as opposed to Kangasharju who 
found that one euro increase in housing allowance increases rents by a minimum of 60 cents.  
The other main reason for the differences is the different methodologies used in the studies. 
Kangasharju’s (2010) main approach is difference-in-differences estimation. He used the housing 
allowance increase in 2002 as an instrument in instrumental variable estimation. One issue in the 
estimation can be the small sample size in the year 2002. The total sample size was 1,322 and the 
sample size of households receiving housing allowance was only 201. The regression result was 
that the rents for housing allowance receivers increased by 0.048 log points faster than for non-
receivers. Due to a low number of observations, however, this is only statistically significant at the 
9% level. He addresses this issue by introducing years from both before and after the reform of 
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2002 into the data? After this, the regression result is 0.051 and is statistically significant at the 
5.2% level.   
Viren (2013) used the increases in the housing allowance during 2002 and 2005 as a natural 
experiment in OLS framework. He regressed the effect of maximum achievable housing allowance 
(Max) with other rent level variables? His conclusion is that at least 30% of the increase in 
housing allowance shifted to rents. The exogeneity can be at least partially contested because the 
tenants have the possibility to choose their apartment to gain maximum utility from the housing 
allowance. Another potential problem with OLS-regression is two-way causality. The housing 
allowance is annually adjusted based on general rent level, which means that the dependent 
variable (rental prices) can affect the independent variable (housing allowance). The dataset 
consists only of households that received housing allowance, so there is no proper control group.  
Eerola and Lyytikäinen approached the issue by using regression discontinuity design (RDD) in 
instrumental variables estimation They used the stepwise dependence of housing floor area on 
housing allowance as an exogenous instrument. The instrument is valid if the housing allowance 
is at least partially determined by the instrument and the instrument cannot be precisely 
manipulated. The former can be confirmed from Figure 2; there are clear discontinuities in the 
housing allowance amounts. The latter can be contested. It could be possible for tenants to 
manipulate the instrument by choosing their housing just below the cut-off points, or for 
landlords by falsely reporting the floor area of the apartment as being just below the cut-off point. 
This manipulation concern is addressed by Eerola and Lyytikäinen by additional balancing and 
tests in the regression. The main result from the study is that there were no clear discontinuities 
in the rents of housing allowance receivers around the cut-off points, meaning that there is no 
indication of housing allowance affecting rents.  
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The studies from outside of Finland used similar methods as the Finnish studies but the validity 
of their data could be lower  compared to the Finnish studies. They used survey data, provided by 
their respective national institutions, as opposed to register data that was used in the Finnish 
studies. 
To conclude, I would argue that the highest quality study was performed by Eerola and 
Lyytikäinen (2019), on account of the data and methods used. The quality was high in all of the 
studies, but Eerola and Lyytikäinen  were the most convincing in addressing the potential 
problems inherent in previous studies and used the most comprehensive methods. 
8 Conclusions 
When I began writing this thesis, I was certain that the housing allowance increases rents and the 
interesting question was by how much. It is a very plausible idea that when more money is 
introduced to the system, the prices would increase. All but one of the studies I analyzed came to 
the same conclusion that housing subsidies affect rents by various degrees. Interestingly, the only 
study (Eerola and Lyytikäinen 2019) concluding differently (that there is no clear evidence of 
subsidies affecting rents) was the one that used, in my opinion, the most comprehensive dataset 
and the best research methods.     
One explanation for the result that the housing allowance does in fact not feed into rents might 
be that allowance is temporary. The median duration of housing allowance was 25 months. This 
means that half of the housing allowance recipients received the allowance for a maximum of 25 
months. The duration depends highly on the age of the recipient as seen in Figure 3.   
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Figure 3: Share of people receiving housing allowance Kela (2019) 
 
 In general, young people (younger than 35) received the allowance for a shorter time than older 
people as seen in the picture above. Housing allowance receivers must also be able to afford to 
live in the apartment after they stop receiving the allowance. It might be that in the absence of 
housing allowance, the rents would be at the same level as now, but the receivers would have 
fewer resources for other means of consumption, or they might have to finance the rent 
temporarily by resorting to loans. If this is the case, the housing allowance is working as intended. 
One argument for housing subsidies affecting rent is the case where the landlord knows exact 
amount of allowance the tenant is receiving. Almost a third of the allowances are paid directly to 
the landlords. (Taloussanomat, 2019) This means that at least third of the landlords know exactly 
how much allowance the tenant receives and can adjust rents accordingly.  
One issue that was not considered in any of the studies was that the housing allowance does not 
necessarily depend on the actual earnings of the recipient. For entrepreneurs and self-employed, 
the housing allowance is not based on real income but the earned income under the Self-
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Employed Persons’ Pensions Act (YEL). The earned income is declared by the entrepreneur and it 
can be anything above the minimum €7,799/year. The minimum makes the receiver eligible for 
the full housing allowance no matter the real income.   
Another thing not addressed in any of the Finnish studies was the role of social assistance. The 
housing allowance covers, at maximum, 80% of the housing cost, but some low-income 
households are eligible for social assistance that covers the rest of the housing costs. I believe that 
social assistance can very plausibly affect the rents and should be accounted for in the studies.  
The large and ever-increasing amounts of money governments are spending on housing subsidies 
are creating a need for a clear understanding on the incidence and the correct allocation of the 
subsidies. Hence, more research should be conducted on the subject. 
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